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Market Update and Quarterly Manager Commentary  11 October 2018 
 

Main Points 
1. As of 2018, we are in a long-term prosperous economic cycle, a condition we expect to last 

for another 4-6 years.  However, we think a chance of recession grows with each passing 
day. 

2. We expect to grow our allocations to Bitcoin and Ethereum Classic over the next year.   

3. In our last letter we indicated 2018 might be “bumpy.”  That has proven to be the case, 
but we are, as always, doing our best to manage risk. 

 

Market Update 
Last year, we conducted some research into how one can gain insight into whether the economy 
and markets will be positive in the future.  We put some of our initial thoughts in a LinkedIn article 
here.  One of the methods discussed was our own invention, the “Secular Market Index.” 

A secular market is a long-term macroeconomic cycle usually covering one or two decades. Within 
a secular market are the “normal” bull and bear markets, but the overall economic trend is either 
growing or depressed. The American economy has exhibited these repeating cycles since 1881. 
You can see a picture of secular markets here. 

The Cane Island Secular Market Index is based on the Shiller Price-to-Earnings (CAPE) Ratio, 
adjusted for the price of gold.  Robert Shiller is a well-known Yale professor who won a Nobel Prize 
for his work on the CAPE Ratio because, at the time, it seemed to do a good job of predicting 
economic performance ten years in advance.  Right after he published his article, the measure 
stopped being predictive, which means that if you had done what the CAPE Ratio suggested you 
do, you would have lost money.  They gave Shiller a Nobel Prize anyway. 

We modified the CAPE Ratio to account for the price of gold.  What we discovered is that our 
forecast model predicts the economy ten years in advance, just like Shiller’s did, but unlike CAPE, 
has also worked for the past 30 years. 

The index works like this: if the value goes above 1, long-term economic drudgery awaits.  
When it dips below -1, long term economic prosperity is on its way.  As of 2018, we are in 
a long-term prosperous cycle, but we think a long-term bear market could happen in about 
4-6 years.  Mind you, we are not talking about a recession, which usually lasts 9 months.  
We are speaking of 10+ years of economic stagnation.  Right now, we don’t see signs of 
either.  That said, we expect a recession around 2020-2022, perhaps sooner. 
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We are pleased to announce that our findings will be published in “When to Own Stocks 
and When to Own Gold,” in The Journal of Wealth Management, Winter 2018.  The 
Journal of Wealth Management is a respected academic journal covering a range of wealth 
portfolio management issues that are relevant to high-net-worth investors.  Articles offer 
practical investment strategies in private wealth management, commentary on estate and 
financial planning, and research on behavioral finance and family office management.  
We’re excited that our work was noted for its relevance to such a broad category of 
investment portfolios. 

Cane Island Global Macro 
Last quarter we mentioned that we had exited our cryptocurrency position, and that most other 
cryptocurrencies will reach equilibrium value later this year.  We are watching this very closely and 
have taken a very small position in Ethereum Classic.  We expect to grow our allocations to Bitcoin 
and Ethereum Classic over the next year.   

Last quarter, CAIA’s Alternative Investment Analyst Review published our paper on Bitcoin’s Value.  
We were the first published paper showing how Metcalfe’s Law applied to cryptocurrency.  We 
were only the second published paper (ever!) to validate Metcalfe’s law with empirical data. 

We have recently developed a website (www.caneislandcrypto.com) where we explain 
cryptocurrency values and track the investment attractiveness of several cryptocurrencies.  This 
initiative is designed to offer investment advisors, hedge funds, family office, and other professional 
investment managers access to valuable information regarding cryptocurrency investment.   

Along with cryptocurrency, peer-to-peer payment systems have been growing very rapidly. 
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The blue line represents the growth in this industry (businesses like Paypal, Square, Venmo, Apple 
Pay) which is the return on investment we would expect to earn.  However, if we are selective 
about which companies we invest in, we think we could do better than that. 

Timothy F. Peterson CFA, CAIA 

   
www.cane‐island.com  www.caneislandcrypto.com 

 

Important Information 
The views expressed by the portfolio manager reflects professional opinions and should not be considered buy or sell 
recommendations. These views are subject to change and are not intended to predict or guarantee the future 
performance of any individual security or the markets generally, nor are they intended to predict the future performance 
of any, account, strategy or fund. 

The information provided in this report should not be considered a recommendation to purchase or sell any particular 
security. There is no assurance that any securities discussed herein will remain in an account's portfolio at the time you 
receive this report or that securities sold have not been repurchased. The securities discussed may not represent an 
account's entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio holdings. 
It should not be assumed that any of the securities transactions or holdings discussed were or will prove to be profitable, 
or that the investment recommendations or decisions we make in the future will be profitable or will equal the 
investment performance of the securities discussed herein. 

Portfolio holdings and characteristics shown herein are from a composite of all accounts managed within the investment 
strategy. Cane Island believes the account characteristics represent the investment strategy as a whole.  Holdings may 
change daily and may vary among accounts, which may contribute to different investment results.  

Portfolio construction will have significant differences from that of a benchmark index in terms of security holdings, 
industry weightings, asset allocations and number of positions held, all of which may contribute to performance, 
characteristics and volatility differences. Investors may not make direct investments into any index. 

As a matter of policy, and consistent with our philosophy that investing is long-term, we do not report performance more 
frequently than annually. 


